Hedge funds have been the subject of media attention in the United States ("U.S.") and around the world given the pronounced growth of the hedge fund sector in recent years and the comparative dearth of regulations faced by hedge fund managers. The first part of this paper provides an overview of the potential agency problems associated with managing a hedge fund and the associated rationales for hedge fund regulation. While hedge funds are hardly regulated in the U.S., there are nevertheless jurisdictions outside the U.S. with different and sometimes more onerous sets of regulatory requirements. Examples of international differences in hedge fund regulation include minimum capitalization requirements, restrictions on the location of key service providers and different permissible distribution channels via private placements, banks, other regulated or non-regulated financial intermediaries, wrappers, investment managers and fund distribution companies.
The second part of this paper provides an analysis of hedge fund strategies in the context of international differences in hedge fund regulation. Certain fund strategies have been characterized in the law and finance literature, as well as in popular media and public policy debates, as being inherently more risky and associated with more pronounced agency problems. For instance, managed futures, long/short and event driven strategies might be associated with greater risk and agency problems than market neutral equity strategies and various arbitrage strategies. At issue, therefore, is whether funds engage in forum shopping to select jurisdictions that potentially offer greater scope for agency problems associated with hedge fund management.
The data examined offer little or no support for the view that hedge fund managers pursuing riskier strategies or strategies with potentially more pronounced agency problems systematically select jurisdictions with less stringent regulations. For the most part, fund strategies are not systematically and statistically related to different regulations observed in different jurisdictions. In fact, to the extent that there is evidence of forum shopping, it is such that funds pursuing riskier strategies or strategies with greater potential agency problems select jurisdictions with more stringent regulations. We may infer from the evidence that forum shopping by fund managers in relation to fund strategic focus is not consistent with a "race to the bottom." Rather, hedge fund managers appear to select jurisdictions that are in funds' investors' interests in order to facilitate capital raising by the hedge fund. INTRODUCTION Hedge funds have been the subject of media attention in the U.S. and around the world given the pronounced growth of the hedge fund sector in recent years and the comparative dearth of regulations faced by hedge fund managers. As of date, it is estimated that hedge fund managers manage more than $2 trillion (in USD) in hedge fund capital worldwide.' This amount, while not trivial, is small compared to the size of worldwide mutual fund capital, which is estimated at $24.32 trillion (in USD). 2 Mutual fund investors are great in number and are comprised primarily of retail investors. Securities laws are thus designed to mitigate excessive risk-taking and other behavior of mutual fund managers that would be against the interests of retail investors. Hedge fund investors, by contrast, are usually much more limited in number and are deemed to be sophisticated investors (institutional and high net worth investors). This difference in the investor base creates a "gulf," so to speak, between the mutual fund and hedge fund industry. As a result of differing investor bases, hedge funds are able to take advantage of various exemptions in the laws and regulations, which were promulgated and implemented by some of the most sophisticated regulatory authorities in the world.
By compromising on the extent to which their products or funds can be marketed to the public, 3 hedge funds are not prohibited from employing a variety of investment instruments and strategies, many of which would not be permitted to other funds such as mutual funds and private equity funds. Hedge funds, for example, may utilize derivative instruments; they may also short sell and leverage rather highly to achieve their investment goals. Commonly observed hedge fund strategies (i.e., the primary mandate of a hedge fund) include investments in distressed companies, commodity trading advisors / managed futures, short biased and small / micro capitalization ("micro cap") focused strategies, and many others that will be discussed herein. Although hedge funds are able to use a multitude of investment strategies, many use similar ones. This behavior is termed as "herding." 4 There are inevitably various agency problems associated with hedge fund management. While these agency problems will be described in more detail in Part III of this paper, we would like to briefly outline the extent to which potential agency problems may arise. First, in a more direct manner, hedge funds might pursue investment strategies and/or make financial reports that benefit the hedge fund manager at the expense of their investors. For example, hedge funds are much more likely to report marginally positive monthly returns than returns that are marginally negative, and this type of returns manipulation significantly aids capital raising efforts of hedge fund managers. ' Second, in a more oblique manner, hedge funds' investment strategies might be contrary to the interests of other investors or shareholders in portfolio companies in which hedge funds invest. 6 For example, hedge funds that acquire significant voting rights in a company may act in ways that bring about financial benefit solely for the fund (and therefore its investors), at the expense of the other company's shareholders and possibly more detrimentally at the expense of the fund investors' aim to promote industry. 7 Such active participation in portfolio companies by hedge funds have been both labeled in a flattering manner, as hedge fund activism, and in the more critical manner, as vulture fund activity. 8 One concern shared by many regulators around the world is that the size of the hedge fund industry coupled with potential agency problems, activist (vulture) investment practices, and herding behavior, exacerbates financial instability. The hedge fund industry comprises more than $2 trillion (in USD) in capital under management in recent 2007 estimates. 9 Thus, this industry has significant ability to move markets. For example, in the week of August 6, 2007, hedge funds following long/short equity strategies experienced massive losses.'° Empirical evidence on this event is suggestive of significant and growing systematic risk in the hedge fund industry. " http://ssm.com/abstract-1029195 (claiming that the likelihood of managers to misreport returns is affected by differences in hedge fund regulations in different jurisdictions). The first part of this paper provides an overview of the potential agency problems associated with managing a hedge fund and the corresponding rationales for hedge fund regulation. While hedge funds are hardly regulated in the U.S., there are nevertheless jurisdictions outside the U.S. with different and sometimes more onerous sets of regulatory requirements.
Examples of international differences in hedge fund regulation include minimum capitalization requirements, restrictions on the location of key service providers, and permissible distribution channels via private placements, banks, other regulated or non-regulated financial intermediaries, wrappers, investment managers and fund distribution companies.
One argument consistently put forth against more onerous regulation of hedge funds is the threat of hedge funds moving from one jurisdiction to a less regulated one to avoid such onerous regulatory oversight. Hedge funds are free to forum shop by registering in many different countries around the world, subject to meeting the requirements of the particular jurisdiction. 2 A central issue considered in this paper is therefore whether hedge funds that are pursuing riskier strategies are in fact selecting jurisdictions that have less onerous regulation. If hedge funds pursuing risky investment strategies select jurisdictions with more onerous regulation, then we may infer that hedge fund managers perceive regulation to be informative to investors. By registering in jurisdictions with greater regulatory oversight, managers proactively mitigate potential agency conflicts associated with fund management, thus enhancing investor confidence. By gaining the investors' confidence through regulation, the hedge funds in return aim to raise more capital. On the other hand, if hedge fund managers pursuing riskier strategies select jurisdictions that have less onerous regulatory oversight, then we may worry that those international differences in hedge fund regulation facilitate a race to the bottom where fund managers' interests are served at the expense of their investors. Last, if hedge fund strategies do not vary by international differences in regulation, then we may infer that regulatory differences provide little or no information to a fund's investors.
The latter part of this paper provides an empirical analysis of hedge fund strategies in the context of international differences in hedge fund regulation. The data examined encompass 1845 funds registered in twentycomments on this paper at the University of Pennsylvania Weiss Center Conference on Alternative Investments indicated there is an alternative way to interpret and understand hedge fund data that is more indicative of contagion. See Stephen Brown, Hedge Fund Contagion and Liquidity, Presentation at Wharton Impact Conference:
A Global Perspective on Alternative Investments (Apr. 4, 2008) (presentation available at http://finance.wharton.upenn.edu/weiss/ConfPresentations/Brown08.pdf).
12. For many countries these requirements are summarized in PRICEWATERHOUSECOOPERS, supra note 1, at 12-45.
four countries around the world. The data offer scant support for the view that hedge fund managers pursuing riskier strategies or strategies with potentially more pronounced agency problems systematically select jurisdictions with less stringent regulations. For the most part, fund strategies are not systematically and statistically related to different regulations observed in different jurisdictions. 3 In fact, to the extent that there is evidence of forum shopping, it is for the most part suggestive that funds pursuing riskier strategies or strategies with greater potential agency problems select jurisdictions with more stringent regulations.' 4 We may infer from the evidence that forum shopping by fund managers in relation to fund strategic focus is not consistent with a race to the bottom, where funds select jurisdictions with scant regulation such that regulators have incentives to offer limited regulation. Rather, the data suggest that hedge funds select heavily regulated jurisdictions that are in the fund investors' interests in order to facilitate capital raising by the hedge fund. The data examined, however, only offer imperfect proxies for agency problems associated with hedge fund management, and it is possible that the coarseness in the empirical measures do not pick up certain factors. Given these limitations, we interpret the evidence in light of the broader law and finance literature on hedge fund regulation and governance.
II. WHAT ARE HEDGE FUNDS?
For the purposes of this paper, we will refer to George Soros's statement to help us describe a hedge fund: "Hedge funds engage in a variety of investment activities. They cater to sophisticated investors and are not subject to the regulations that apply to mutual funds geared toward the general public. Fund managers are compensated on the basis of performance rather than as a fixed percentage of assets."' 5 Note that in the U.S. and the United Kingdom ("U.K."), the regulatory authorities have yet to promulgate a legal definition of "hedge fund."' 6 Other jurisdictions have decided to take into account the rapidly evolving structure of so-called hedge funds and their rather innovative investment strategies, thereby specifying such funds as "Sophisticated Alternative Investment Vehicles,"'" "Highly Leveraged Institutions,"' 18 and "Leveraged Investment Funds."' 9 As various highly competent regulatory bodies have been unable to define the term "hedge fund," we will not attempt to do so in this paper. Therefore, for the purposes of this paper, when reference is made to the term "hedge fund," we believe the description provided by Mr. Soros will suffice.
The implementation of hedge fund investment strategies is facilitated by various external (and increasingly internal) service providers, as depicted in Figure 1 . The hedge fund managers, rather obviously, manage the fund and determine its investment strategies. They may have other investment and professional advisors assisting them, such as lawyers, accountants, consultants, and tax and audit specialists. If the manager is a large enough organization, such assistance may be obtained internally. If such an organization is successful, they may be able to manage a few funds. Administrators also assist the fund managers in providing fund administrative and accounting services, including record keeping, independent valuation of investments, and meeting disclosure requirements. Similarly, the registrar or transfer agent may assist the manager in processing subscriptions and redemptions and in maintaining the register of shareholders. Sometimes, depending on the structure of the fund and the manager, these duties may be carried out internally by the fund manager. The actual financing arrangements and execution of investments are carried out by prime brokers which can be either securities firms or banks. Occasionally, the prime brokers decide to set up their own fund, and they therefore also become hedge fund managers. There is, of course, another service provider-the custodian that has custody over the fund assets. Again, this duty may sometimes be carried out internally by the prime broker. 
Figure 1. Typical Parties Appointed to Operate a Hedge Fund°T
he hedge fund industry is rather similar to other forms of financial intermediation, such as that carried out by mutual fund managers or private equity managers. Of course, we are not discounting the rather significant differences among these three types of financial intermediaries, and in fact we will very briefly set out the most obvious differences. Mutual funds, hedge funds, and private equity funds differ in many ways, including, but not limited to, their investor base, regulatory oversight, transparency, liquidity, pricing strategies, leverage, and fees.
A. Investor Base
Generally speaking, mutual funds, hedge funds, and private equity funds can be categorized as public investment companies or pooled investment vehicles. 21 What inevitably exempts hedge funds and private equity funds from the legal and regulatory requirements and ensuing oversight of public investment companies or pooled investment vehicles are the characteristics of their typical investors. Unlike mutual funds, 20. Administrator: record and bookkeeping and independently verify asset value of the fund. Registrar / Transfer Agent: process subscriptions and redemptions and maintain registrar of shareholders. Custodian: safe-keeping of assets. Prime Broker: provides access to stock and loan financing, as well as a host of value-added services.
FUN
hedge funds and private equity funds limit the number of investors as required by the relevant regulatory authorities. For example, in the U.S., hedge funds utilize the exemptions provided pursuant to Section 3(c)(1) of the Investment Company Act of 1940 and do not exceed ninety nine investors in order to avoid regulatory oversight. 22 Hedge fund investors are also mainly comprised of institutional investors and high net worth or wealthy individuals. Taking the U.S. example again, to take advantage of the exemption under the same Act, hedge funds likely would not allow those with assets below five million U.S. dollars access to their services. 23
B. Regulatory oversight
Due to their accessibility to the general public or retail investors, mutual funds are subject to rather strict legal and regulatory oversight. In the U.S., for example, the Securities and Exchange Commission requires mutual fund managers to be registered. 24 Additionally, they are also subject to various regulations under the Investment Advisers Act of 1940, the Securities Act of 1933, the Investment Company Act of 1934, and the Securities Exchange Act of 1933. Hedge funds and private equity funds are not as strictly regulated since they are enabled by their structure and investment strategies to meet the relevant exemption requirements of the laws and regulations that could otherwise limit their operational freedom. They essentially avoid regulation by following the letter of the law.
C. Transparency, liquidity, valuation and pricing
Mutual funds, as a result of their investor base and ensuing regulatory oversight, have to meet stringent disclosure requirements, are obliged to implement established valuation principles, and have to price their portfolios on a daily basis. Mutual funds are also the most liquid of the three funds. In contrast, hedge funds and private equity funds are extremely opaque with regards to the reporting of their operations and the valuation of their portfolios. Such is the case for private equity funds that, as a result of mandatory disclosure of private equity fund performance data such as internal rates of return ("IRR") by public institutional investors investing in public equity funds, led to the decision by some funds to exclude public institutional investors. 25 With regard to liquidity, hedge funds are more liquid than private equity funds since private equity funds require their investors to commit their capital for up to ten years while hedge funds at most have lock-up periods of up to twenty five months.
D. Strategies and Leverage
Of the three types of funds, the hedge fund is the most autonomous in its ability to implement its rather innovative investment strategies. Usually mutual funds are to a certain extent constrained legally in their asset choices and have to disclose the anticipated allocations in such asset classes to their investors. Private equity funds are equally constrained by contract, since they are required at the outset to specify the maximum amount of capital to be invested in any one company and also to specify the industry and stages of development of investee companies. Conversely, hedge funds are able to use a variety of investment strategies that ironically have far less to do with hedging. These strategies include the use of facilities not normally accessible to mutual funds and private equity funds such as shortselling and derivatives. We will elaborate on the strategies utilized by hedge funds in Part V.
Another rather significant difference is that both mutual funds and private equity funds are constrained in their ability to leverage. These constraints are usually legal and regulatory in form for mutual funds and are contractual for private equity funds. In contrast, hedge funds are "leveraging" creatures in that they sell securities short and buy securities on leverage. 26 They are, however, not leveraged in the more traditional sense of taking on more debt capital. They leverage themselves by the innovative use of derivative instruments, the use of margin financing, and short selling. 1999) , where it is also stated that "While this activity is not unique to hedge funds, hedge funds often use leverage aggressively."
See

E. Fees and proprietary investment
Mutual funds are usually constrained in their ability to arbitrarily impose fees or sales charges, and they are more often than not required to disclose their fees to their potential investors. In contrast, hedge fund and private equity fund managers impose a management fee based on the size of the fund managed (usually 2.5% for private equity funds and 1.5% for hedge funds) and a performance fee, which is usually 20% of the profits." 7 Private equity fund managers and hedge fund managers are both usually required to put their money where their mouths are, or pay to play. This is not the case for mutual fund managers. Private equity fund managers however only really invest a minimal amount in the fund partnership to meet the requirements of general partnership, and they are for the most part restricted from co-investing in investee companies. Hedge fund managers in contrast are not restricted in the amount of proprietary capital that they may invest in the hedge funds they manage.
While there are very significant differences among the three funds, what is significantly similar among them are that all three types of fund managers owe their funds and fund investors a fiduciary duty to act in the best interest of the fund and fund investors. The duties of good faith, fair dealing, loyalty, and care have to be upheld by all hedge fund managers as well as their counterparts. They are also prohibited from engaging in fraudulent activities as are other financial intermediaries. As with any form of financial intermediation, however, there will inevitably be conflicts of interest or agency problems. Such agency problems are exacerbated by the characteristics of the hedge fund which we listed earlier in this part. In the next part we will list the potential agency problems encountered in hedge fund management, how they are connected to the characteristics of hedge funds, and how regulatory measures have sought to mitigate such problems. and will continue as capital increasingly floods into the industry. The risks such funds pose to the stability of the financial industry as a whole are becoming more apparent. While being demonized in the popular media, it would however be incorrect to say that hedge funds are wholly unregulated rogue entities. 28 Across the globe, the activities of hedge funds are constrained to a certain extent by various laws and regulations which aim to protect investors and the stability of the financial market or economy within a given jurisdiction. However, even in the U.S. and the U.K., which are deemed to be the strictest regulatory regimes, such laws and regulations have been found to be insufficient in view of the potential systemic damage as a result of the growth and evolution of the industry, and there is a call by policy makers for this "regulatory-light" environment to be reviewed. 2 9 The agency problems that may arise in a hedge fund manager and client relationship comprise conflicts of interest between any of the parties involved in the management of the hedge fund. As we mentioned earlier in Part I, depending on the structure, size, and jurisdictional base of the hedge fund, the duties carried out by the manager, its advisors, administrator, registrar or transfer agent, prime broker and custodian may either be carried out partly or wholly internally, or partly or wholly outsourced. There will, therefore, be a rather endless list of potential conflicts of interest that may arise between the parties depending on the nature and extent of their relationship. We will for the purposes of this paper limit our discussion of conflicts to those that more common and readily recognizable among the parties and regulatory bodies, and how they relate to the characteristics unique to hedge funds. We will also provide a brief description of the nature of the conflict, whether they are business oriented in nature, related to the marketing process, or a legal conflict. These types of conflicts may also overlap. For example, the business conflict of the manager using his proprietary assets to allocate securities to his own account before implementing his investment strategy may be a business conflict as well as a legal conflict of insider trading and a breach of fiduciary duty.
III. AGENCY PROBLEMS IN HEDGE FUND MANAGEMENT
A. Potential conflicts arising from investor base
Hedge funds comprise institutional investors, endowments, and high net worth individuals. While the argument against the regulation of hedge funds may center around the fact that its investors are sophisticated investors, it can be argued that, of the different types of investors, the least sophisticated may be the high net worth individual. The threshold to be deemed as a high net worth individual and therefore a sophisticated investor, may range from the holding of assets of $1 million to $5 million (in USD) and above. 3° However, does it make sense that if a person was to win $5 million (in USD) in a lottery tomorrow, that person would immediately become as sophisticated an investor as an insurance company?
We would not think so and neither would a hedge fund manager. The hedge fund manager is aware that the level of due diligence carried out prior to investment by a high net worth investor will differ from that of an insurance company. The high net worth individual may neither have the technical capabilities nor want to incur the added expense of hiring experts to carry out the due diligence. 3 ' The institutional investor, however, has a fiduciary duty to its own clients and will therefore exercise a thorough due diligence. The hedge fund manager may therefore be incentivized to provide more information during the marketing exercise to different types of investors. The hedge fund manager also aims to not only attract new investors to a fund, but also retain existing investors as potential investors in other hedge funds he will inevitably establish. The potential for conflicts to arise as a result of his preference to retain specific investors over others may result in preferential disclosure in different marketing efforts, preferential investment, and preferential redemption terms among others. Such agency problems may give rise to a legal conflict with regard to allocation issues, breach of fiduciary duty, and disclosure issues. 32 A potential business conflict is the high net worth individual being given less 32. See A Screen for Fraudulent Return Smoothing, supra note 5, at 36 (finding that among fifty-three SEC litigation cases, fraudulent offerings where the fund is advertised to new investors comprises five of the fifty-three cases (or ten of eighty offenses allowing for more than one offense per case)). favorable investment terms in the fund than other more sophisticated investors.
B. Potential conflicts arising from fees and proprietary investment by hedge fund managers
The fee structure for hedge fund managers may also bring about potential agency problems as the hedge fund manager may be incentivized to take unnecessary risks. The manager essentially has a 20% share of unlimited upside potential, but will not similarly share in any losses. 3 3 Unlike the investor, unless he invests his own proprietary capital, the manager in essence has an option-like compensation structure. That said, as he has total control over the investment strategies, he may be able to protect his share of the fund from the additional risks that he is placing on the rest of the fund. This total control over the investment of the fund also follows through to the fees to be paid to support service providers.
As mentioned above, some successful hedge fund managers manage a few funds, sometimes concurrently. There are also instances where prime broker banks that already manage a few mutual funds establish their own hedge funds.
What is increasingly the case is that other financial intermediaries, such as mutual fund managers and private equity fund managers, are joining the fray, so to speak, and establishing hedge funds alongside other types of funds. This is also the case for the support service providers such as prime brokers that may not have their own hedge funds to manage, but provide services to both hedge funds and mutual funds. In these situations where one institution wears two hats or where one party has to act in the interests of various side-by-side clients, there is the potential for agency problems to arise. This is especially the case where the level of fees acquired from different clients, or different types of clients, differs in that some funds or managers are willing to pay higher transaction fees for "special" services. Some managers and prime brokers therefore may provide additional information regarding an investment, carry out preferential allocations, confer liquidity preferences, or other preferential treatments in favor of a specific hedge fund over others either due to higher fees paid or the level of proprietary investment made in that specific fund. Specific hedge funds may also be favored over other mutual funds again due to the higher fees or the institution's dependency on the execution business of the hedge fund. It has been indicated that prime brokers are increasingly becoming dependent on the income stream garnered from hedge funds to the point of such income comprising an 33. Cumming, supra note 27. eighth of total revenue in one case. 3 " Such agency problems may give rise to a legal conflict with regard to allocation issues, breach of fiduciary duty, disclosure issues and insider trading. A potential business conflict is the competition of allocations and investment opportunities between an institution (or manager) on a proprietary basis and the hedge fund.
C. Potential conflicts arising from lack of regulatory oversight
As mentioned above, in many jurisdictions, if not all, hedge funds are not as strictly regulated as they are enabled by their structure and investment strategies to meet the relevant requirements to be exempt from the laws and regulations that could limit their operational freedom. This ability to operate freely may give rise to a gamut of potential agency problems. It is said that "Power tends to corrupt, and absolute power corrupts absolutely." 35 Agency problems in hedge fund management often take a more basic form of simple fraud. In a recent study of hedge fund litigation cases, it is noteworthy that Professors Bollen and Pool found that the most common type of offense involved misappropriation, whereby a fund manager diverts investor capital for personal expenses. 36 While it is true that regulatory oversight may not totally remove agency problems, proper regulation may still mitigate the potential for them to arise as proper rules of behavior by all parties involved and procedures to be adhered to are to be abided at the threat of civil or criminal penalties. What is interesting to note is that just as hedge funds have utilized the letter of the law to be exempted from regulatory oversight, they are also using the law to protect themselves in the event they themselves or any of their support service providers become "corrupted absolutely." In some private placement memoranda, the instrument with which they market their fund to sophisticated investors, they include a section specifically addressing a range of potential conflicts of interest or activities that could be construed as such. These include, but are not limited to, proprietary trading, managing side-by-side funds, and managing competing funds. With this disclosure, investors are given notice and will have to agree that the 34 disclosed potential activities will not be actionable, thereby protecting the fund and the manager from potential lawsuits or disciplinary measures. The lack of regulatory oversight may provide the hedge fund manager and other support service providers with the necessary latitude to undertake behavior that may be improper, if not illegal, because of the lack of regulation. On the other hand, this perception of the hedge funds as wholly unregulated rogue financial intermediaries may be detrimental to the participants and therefore the lack of formal regulation may be ameliorated by self-regulating actions. 3 7
D. Potential conflicts arising from lack of transparency, liquidity, independent valuation and pricing
Hedge funds are known for their opaqueness, illiquidity, highly subjective valuation methods, and inability (or rather unwillingness) to price themselves. If the investors in hedge funds find it difficult to obtain a full picture of the investment, they will find it almost impossible to determine the full extent of the related party transactions among the external support service providers and the fund itself. It is not difficult to see how agency problems may arise in this case. Also, note that even if most of the support services are provided internally, they will be provided by different departments or agents and therefore there is still the potential for conflicts of interest to arise. Take for example the simple valuation of investments carried out by the hedge fund. This is not usually carried out independently by an external agent, and this subjective valuation process gives rise to the potential for managers to over-value certain investments, under-value losses, and generally sugarcoat fund performance. 38 Even 37. The Hedge Fund Working Group, led by Sir Andrew Large, former Bank of England deputy governor, released best practice standards that encourage full disclosure of investment risk, independent valuation of investment portfolios and transparency over fees, investment risks and relationships with lenders and prime brokers. where such valuation is carried out independently, the valuer is essentially carrying out the instructions of its client and the hedge fund manager. Valuations and disclosures are made on the basis of information, which is in turn disclosed to him by the hedge fund manager. Conflicts may also arise when all support services are provided internally as different business units within an institution do not act in alignment and against the interest of the fund the institution is managing. For example, some banks have units which carry out mergers and acquisitions advisory, underwriting activities and distressed companies advisory. These activities may have an effect on the companies in which a hedge fund unit of the bank is investing. 39 Conversely, where all business units do act in concert, conflicts may also arise. For example, where a custodian acts in concert with the manager and against the interest of the fund, there is a potential for the manager to misuse the fund capital at the expense of fund investors. Such agency problems may give rise to a legal conflict with regard to disclosure issues, breach of fiduciary duty, insider trading or improper related party transactions, and allocation issues. A potential business conflict is the provision of such fee generating services such as M&A advisory, underwriting activities and advising distressed companies by a unit of the bank at the expense of the investments made in such companies by the hedge fund unit of the same bank.
E. Potential conflicts arising from strategies and leverage
Hedge funds, in contrast to mutual funds or private equity funds, are able to use a variety of investment strategies that ironically have far less to do with hedging. These strategies include the use of facilities not normally accessible to mutual funds and private equity funds, which are short-selling and derivatives. We will elaborate on the strategies utilized by hedge funds in Part V. Contrary to popular belief, hedge funds no longer primarily hedge, nor do they utilize uniform investment strategies or investment instruments. It is therefore said that, "The complexity of the strategies employed by hedge funds as they aim for absolute returns adds to the barrier of understanding regarding the specific risk posed by the institutionalization of insider trading affecting almost a third of mergers and acquisitions where hedge funds are involved not only as part of their strategies of risk/merger arbitrage but also simply as traders.
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investments., 40 Fund managers may even pursue offsetting strategies that are disguised in marketing materials. For example, a fund manager might invest long in one index and short the same index within the same fund or with two different funds. 41 Such a fund manager would collect management fees on both funds and performance fees on one of the two funds, at the expense of the investors. Further, hedge fund managers might "style drift" and invest in a strategy that is different from their strategy that was stated to their investors. 42 Different hedge fund strategies may pose conflicts of interest with the other shareholders or debtholders in the companies in which the fund invests. 43 For example, for micro cap investments, while the hedge fund investors are very large, the investee companies themselves are very small and illiquid, and it is relatively easy to manipulate trading activity and returns among such investments. As another example, hedge funds can innovatively take advantage of derivatives instruments, margin financing, and short selling to make both debt and equity investments in financially distressed companies, and thereby profit by investing in ways that are counter to the interests of the company's other shareholders and/or debt holders. Further, hedge funds may engage in "empty voting" when they acquire voting rights that are divergent from their ownership interests, and thereby vote in a way that is counter to the interests of the other shareholders and solely at a financial gain to the fund. 44 More generally, it is possible that hedge fund interests are much more short term than that of the other shareholders thereby leading to investment strategies and voting decisions by the hedge fund that are to the detriment of their investee companies and such companies' other shareholders. 45 Such practices, however, have not been prevalent or severe enough for legal analysts to conclude that a case for legal intervention has been made. 46 Hedge fund investment horizons also tend to be more short term than banks. For instance, hedge funds may pursue strategies in which they trigger bankruptcy in a financially distressed company and then buy the 40 debt of the company in the secondary loan market. Banks, for instance, face regulations that impose a "Chinese Wall" to separate commercial and investment banking activities within the institution, and these restrictions were strengthened by the Sarbanes-Oxley Act of 2002. 4 ' Hedge funds face a comparative dearth of oversight and are nevertheless able to lend and hold equity in the same company. Below, in Part V of this paper we consider alternative fund strategies in more detail. Specifically, we address the question of whether differences in hedge fund strategies are associated with hedge fund forum shopping. That is, because hedge funds may register in different jurisdictions, it is possible that funds pursuing strategies with more pronounced agency costs select jurisdictions with comparatively less regulatory oversight. Before we turn to that question, we first explain international differences in hedge fund regulation in Part IV.
IV. INTERNATIONAL DIFFERENCES IN HEDGE FUND REGULATION
Given the significant scope of potential agency problems, regulators in many countries around the world are calling for additional hedge fund regulation. For example, it is noteworthy that on January 22, 2008, fourteen of the largest hedge funds in the U.K. agreed to greater voluntary disclosure standards. 48 The disclosure standards are designed to give rise to more information about investment strategies, risks and asset valuation. It has been conjectured by media commentators that the hedge fund industry agreed to the voluntary standards in order to mitigate the possibility of more onerous regulatory standards being imposed in the future. 49 This possibility for more onerous regulation may still be rather far off in the horizon as even in the U.S., hedge funds still enjoy comparatively minimal regulation. U.S. hedge funds organize themselves as limited partnerships, market themselves by private placements to sophisticated institutional investors and high net worth individuals, and limit their investor number to meet exemption requirements, such as those enabling them to avoid disclosure laws of the U.S. Securities Act of 1933. ' 50. In a private placement there must not be more than thirty-five "non-accredited" investors, where a non-accredited investor is someone with more than $1 million (in USD) in wealth or earned more than $200,000 (in USD) in the previous two years. See 17 C.F.R. § 230.501(a) (defining "non-accredited" investor). 51. Hearings, supra note 23 (testimony of Chairman Cox). See also Harvey J.
Most hedge funds, however, remain largely unregulated irrespective of SEC initiatives. 2 In view of the growing call towards increasing hedge fund regulation in certain countries, it is worthwhile to examine the international experience with hedge fund regulation. It was argued in Goldstein v. SEC and elsewhere that hedge funds should not face greater regulations in the U.S. since many fund managers would simply relocate abroad or "forum shop to the bottom." 5 International differences in hedge fund regulation are outlined in Table 1 . For the purposes of this paper, we will concentrate on differences in hedge fund regulation across countries that fall within three primary categories: (1) minimum capital to operate as a hedge fund, (2) permissible marketing channels, and (3) restrictions on the location of key service providers. 4 Specific details on these differences across countries are reviewed in detail in the PriceWaterhouseCoopers report 55 52. Goldstein, 451 F.3d at 875. Regardless, empirical evidence is consistent with the view that the information produced by the registration of hedge funds did not significantly increase information available to investors. See Brown et al., supra note 13 (explaining the effect disclosure requirements had on hedge funds).
53. 451 F.3d at 883. 54. See supra Part II (Figure 1) for a discussion of key services providers. 55. See PRICEWATERHOUSECOOPERS, supra note 1 (illustrating differences in hedge fund regulation and taxation among countries). The majority of countries and years are available in PWC report. For countries/years not available, we obtained information about regulation from the hedge funds in a survey sent to selected funds. It is noteworthy that the broad regulatory categories we use have been stable over time (distribution channels, size and restrictions on location are rarely modified restrictions), but there have been changes to other areas, particularly taxation. Some jurisdictions require hedge funds to maintain minimum capitalization in order to continue operating. One rationale is that greater minimum capitalization facilitates financial stability by mitigating the risk of fund failure. An additional rationale for minimum capitalization requirements is that lower quality and less reputable fund managers will have difficulty establishing funds in jurisdictions with higher minimum capitalization requirements. In view of the sophisticated investor base, it is perceived that the funds that are able to attract enough investors and pass their due diligence exercises to raise the minimum amount of capital required should be allowed to operate. Also, as the fees charged by the hedge fund managers are dependent on the capital raised, there needs to be sufficient capital to meet overhead costs of managing a fund and meeting relevant administrative, disclosure and regulatory requirements. Minimum capitalization also indirectly ensures that hedge funds limit their investors to high net worth individuals and institutional investors. They are restricted in the number of investors they may have, therefore each investor has to invest a rather substantial sum. The larger the amount an investor invests, the better his bargaining power with regards to seeking more transparency from the hedge fund, obtaining better liquidity terms and ensuring that proper valuation and pricing methods are used. Minimum capitalization amounts indicated in Table 1 are however comparatively small relative to potential losses. 5 6 Austria has the greatest minimum capitalization requirement at $6.75 million (in USD) among the twentyfour countries enumerated in Table 1 . Many jurisdictions such as Bermuda, Canada, New Zealand and the U.S. currently have no minimum capitalization requirements.
Different countries also have different permissible distribution channels. In the hedge fund industry, capital is most often sought through private placements. Jurisdictions limit the hedge funds' distribution channels to mainly private placements as that channel precludes the hedge funds from direct access to retail investors and thereby limits potential conflicts of interests that might arise with unsophisticated retail based investors. 57 In view of their aim to limit their investor base to sophisticated institutional and high net worth individuals, this limitation on hedge funds' distribution channels cannot however be said to be overly detrimental. In 56. For some countries, minimum capitalization depends on fund operating costs and other things specific to the fund, and as such the values indicated in Table 1 fact, this limitation may enable hedge funds to be less transparent with their initial disclosures, such as their fee structure and liquidity terms. Their private placement memoranda (and ensuing negotiations) may be tailored to meet the requirements of different types of investors, and therefore the investors may not be playing on a level playing field. Private placements are permitted in most jurisdictions, except Austria, Luxembourg and Switzerland (Table 1) .
In many countries outside the U.S., there are additional distribution channels through which funds may gain greater access to a wider range of investors. For example, twelve of the twenty-four countries in the sample permit distributions via wrappers.
Wrapper products are typically insurance policies or structured products, 58 and some jurisdictions such as the Isle of Man and South Africa permit wrappers distributions via insurance companies only. 5 9 Legal practitioners have noted potential conflicts of interest with respect to disclosures in the wrapper, 60 and generally wrappers are used to overcome regulatory barriers in distributions to high net worth individuals. 6 ' While it is possible that retail investors may take advantage of this potential access to hedge fund via wrapper products, these products are most probably characterized as higher risk products within the institutions that create them. As these institutions themselves are highly regulated and will have more stringent risk disclosure requirements, it is unlikely that the products would be marketed to, and included in, an unsophisticated retail investor's portfolio.
Distributions via banks are permitted in every country enumerated in Table 1 except the Bahamas, France, Isle of Man, Mauritius, Netherlands, Netherland Antilles, and the U.S.
Many (albeit not all) of these jurisdictions that permit distributions via banks also permit distributions via other regulated financial services institutions. Sixteen of the twenty-four jurisdictions permit distributions via investment managers and twelve of the jurisdictions permit distributions via fund distribution companies. These additional channels of distribution may be deemed by regulators to be appropriate in view of the strict regulatory oversight over these institutions themselves. Also, it is in the interests of the hedge funds themselves to avoid the inclusion of potentially unsophisticated investors to ensure the continuity of their ability to operate rather free of regulation. Therefore, the hedge fund managers will themselves ensure that investment managers market the product appropriately.
The final type of regulation we address in this paper is the restriction on the use of key service providers based outside the jurisdiction. Of the jurisdictions, twelve impose restrictions on the location of key service providers. For example, the Isle of Man requires local residency for dayto-day operators for Professional Investor Funds and Experienced Investor Funds. For Germany, the investment manager and custodian bank are required to be based in, and regulated by, Germany (Additional details on the nature of the restrictions of location are provided by PricewaterhouseCoopers 6 2 ). Regulatory authorities most likely view as sufficient the existing regulatory oversight of key service providers providing support services to the hedge fund. Even if these services are carried out internally within an institution, the provision of such services by the specific department will be regulated by the relevant regulatory body or authority. Unlike the two previous types of restrictions mentioned earlier, which are somewhat related to limiting access to hedge funds by unsophisticated retail investors, this restriction is more in line with ensuring that the hedge fund utilizes only recognized (thus potentially regulated) service providers. For example, the higher fees the hedge funds pay may not be that much of an incentive for service providers to act in concert with hedge fund managers contrary to the interest of hedge fund investors if there is a threat of disciplinary action or reputational harm.
The reputational concerns among service providers have led them to ensure that the hedge funds meet certain transparency, disclosure, liquidity and valuation method benchmarks. Also, as hedge funds seek to build up their own reputations for professionalism to seek further capital, they will align themselves to the more reputable and professional service providers.
Suffice it to say that the international differences in hedge fund regulation broadly depicted in Table 1 do not capture all of the nuances of the differences across countries. They do, however, enable broad levels of comparison that can be used in our empirical analyses of forum shopping, which is carried out in the next part below.
Based on the data used in the empirical analyses in this paper, the prevalence of funds registered in each jurisdiction is summarized in Table  1 . The data sources are described in Part V.B provided immediately below.
V. HEDGE FUND FORUM SHOPPING
This part considers the issue of whether hedge funds pursuing riskier strategies select jurisdictions that have less onerous regulation. We look at 62. PRICEWATERHOUSECOOPERS, supra note 1.
the average monthly return and standard deviation of returns to determine the riskiness of each strategy. In Part V.A. we describe hedge fund strategies and relate different strategies to the extent to which risk and agency problems are more pronounced. In turn, we also conjecture hypotheses regarding fund strategies and forum shopping for different regulation.
In Part V.B., we describe the dataset used to test the hypotheses.
Multivariate empirical tests are provided in Part V.C. Limitations and extensions regarding the tests are acknowledged in Part V.D. Thereafter concluding remarks follow in Part VI.
A. Hedge Fund Strategies and Forum Shopping
Hedge fund strategies are classified into different investment strategies. Funds report their primary strategies or investment focus to hedge fund data vendors such as the Center for International Securities and Derivatives Markets ("CISDM"), HedgeFund.Net, and TASS. The range of strategies recorded differs slightly across different data vendors. The strategies indicated in the HedgeFund.Net and CISDM datasets (which are described further below in Part V.B) are indicated in Hedge fund strategies in Table 2 are listed according to the frequency in which they are observed in the combined CISDM and HedgeFund.Net dataset. Additionally, each fund strategy presented shows the average monthly return and standard deviation of monthly returns over the period 2003 to 2005. These performance statistics provide a rough guide to risk and returns associated with different fund strategies.'
While it is not possible to perfectly classify different hedge fund strategies into different degrees of risk, it is possible to carry out a rather rough grouping of strategies into different risk profiles and potential agency problems with an analysis of average monthly returns and average standard deviation of returns. For example, strategies that involve risk-free arbitrage would, of course, be of minimal concern for either risk and/or agency problems. 65 The arbitrage strategies indicated in Table 2 65 . In practice, arbitrage will involve an element of risk. structure arbitrage, statistical arbitrage and other arbitrage. Generally, the standard deviation of returns is lower for these arbitrage strategies relative to other non-arbitrage strategies. We may therefore infer that potential agency problems are less pronounced for these arbitrage strategies. For example, fixed-income arbitrage strategies have been described as analogous to steam rollers that pick up loose change on the street. 66 For reasons identified in Part III.E. above, strategies for which agency problems may be more pronounced might include long/short equity, multistrategy, CTA/Managed futures, emerging markets, technology sector, macro, event driven (in some classifications, event driven strategies encompass distressed securities, Regulation D and high yield low grade fixed income securities), 67 short bias, small/micro cap, special situations, 68 energy sector and country specific. For example, long/short strategies have been associated with potential agency problems where the fund manager acts against the interests of its investors, 69 and such strategies have been associated with massive volatility swings. 70 Funds pursuing small/micro cap strategies and distressed investments also are significantly relevant for exacerbated agency problems. 7 While we do not seek to precisely identify the severity and scope of agency problems within each fund or class of funds for the purposes of this paper, we can nevertheless determine whether fund managers pursuing different strategies, irrelevant of risk, tend to register their funds in different countries with different sets of regulations identified in Table 1 and discussed in Part IV above. As such, we may pose three alternative hypotheses about forum shopping:
Hypothesis 1-Race to the Bottom: Hedge fund managers pursuing riskier strategies and strategies for which potential agency problems are more pronounced select jurisdictions that have less onerous regulatory oversight.
Hypothesis 2-Neutrality: The relation between hedge fund strategies and hedge fund regulation is random.
Hypothesis 3-Alignment investment strategies select jurisdictions with more onerous regulation. Below, we assess the empirical validity of these competing hypotheses. To the extent that we find evidence in support of Hypothesis 1, we may be concerned that international differences in hedge fund regulation facilitate a race to the bottom where fund managers' interests are served at the expense of their investors. In the alternative, if the data are consistent with Hypothesis 2 such that hedge fund strategies are invariant to international differences in regulation, then we may infer that regulatory differences provide little, if any, information regarding a fund manager's intentions with regards to potential agency problems. Finally, if we find evidence in support of Hypothesis 3, then we may infer that hedge fund managers perceive regulation to be informative to the funds' investors because fund managers signal their interest in mitigating potential agency conflicts associated with fund management by registering in a jurisdiction with greater regulatory oversight and thereby facilitating fundraising efforts.
B. Data
The data used in this study comprise 1845 funds. Data were used from two sources:
(1) CISDM, 72 and (2) HedgeFund.Net ("HFN") DataExport collected by Channel Capital Group Inc. 73 Similar data have been used in prior work. 74 The number of fund strategies in each country of fund registration is indicated in Table 3 . There are some patterns that are notable in Table 3 . For example, a greater proportion of the funds pursuing emerging market strategies are registered in offshore centers such as the Bahamas, Channel Islands and Cayman Islands.
The Center for International
Securities and Derivatives Markets, http://cisdm.som.umass.edu/ (last visited May 10, 2008). 73. Hedgefund.net, http://www.hedgefund.net/ (last visited May 10, 2008). 74. See Cumming, supra note 27 (using the data to examine the impact of hedge fund regulation on fund structure and performance); see also Douglas Cumming, Capital Flows and Hedge Fund Regulation (Feb. 11, 2008 ) (York University Schulich School of Business, Working Paper) (using similar data to analyze the flow-performance relationship of hedge funds). We do not include fund-of-fund strategies in the dataset used in this paper as such funds do not have an identifiable strategic focus. Of the fund-of-funds that were excluded from the data, we observe a majority registered in the U.S. While some patterns may already become apparent in Table 3 , for the most part it is necessary and worthwhile to consider multivariate tests to ascertain patterns in fund registration relative to fund strategies. This exercise is provided immediately below. Table 4 , Panels A and B provide empirical tests of the propensity of funds pursuing different strategies to select jurisdictions of registration based on their fund strategy. Panel A provides analyses with the use of the combined CISDM and HFN dataset, while Panel B provides analyses with the use of the HFN dataset alone. 75 We provide eight different regression models to assess the extent of jurisdiction shopping for minimum capitalization (Model 1), restrictions on location (Model 2), and different distribution channels (Models 3 to 8). In the regressions we include as control variables fund size and age, as well as dummy variables for their primary location of assets. 76
C. Multivariate Empirical Tests
75.
A limitation with the HedgeFund.Net dataset is that country of fund registration is not observable for many of the funds in the source data. The different data vendors also do not track all of the same fund types. As such, we show regression results below with and without the HedgeFund.Net dataset in Table 4 , Panels A and B to show robustness.
76. Fund size is measured as of 2003, which is an imperfect control variable. We might measure fund size at the time of first registration, but size at that time would technically be at or close to zero. We control for fund size considering the possibility that funds expecting to raise more capital will tend to register in jurisdictions that have larger minimum capitalization. We do acknowledge that fund size will be in part endogenous to regulations in different countries; however, we do not have suitable instrumental variables to account for endogeneity. Excluding the fund size variable in any of the regressions does not materially impact the variables of interest pertaining to fund strategy and jurisdiction shopping. Table 4 Panel A presents logit regression analyses of the determinants of forum shopping for different rules for minimum capitalization, restrictions on location and distribution channels in the HFN and CISDM datasets. Fund strategy variables are dummy variables equal to one where the fund's primary strategy is indicated, as per the fund strategies as defined in Table 2 . All regression models in Panel A use dummy variables equal to one for the location of fund assets and a dummy variable equal to one for the HFN Dataset. Model (la) includes but does not report (for reasons of space) the coefficient estimates for dummy variables equal to one for statistical arbitrage, value, Regulation D, fixed income (non-arbitrage), finance sector, long only, energy sector, country specific, options strategies and other arbitrage (all of these strategy variable estimates were statistically insignificant in Model Ia); Models (2a)-(8a) do not include any strategy variables not indicated; more parsimonious specifications were necessary in the logit models (2a)-(8a) due to collinearity and invariance with respect to the binary dependent variable. Fund size is excluded in Model (3a) to avoid collinearity problems. Marginal effects are reported and not the standard logit coefficients in order to highlight economic significance alongside statistical significance. Notations indicate that the results are statistically significant at the 10%, 5% and 1% levels, Table 4 Panel B presents logit regression analyses of the determinants of forum shopping for different rules for minimum capitalization, restrictions on location and distribution channels in the CISDM dataset (excluding the HFN Dataset). Fund strategy variables are dummy variables equal to one where the fund's primary strategy is indicated, as per the fund strategies as defined in Table 2 . All regression models in Panel B use dummy variables equal to one for the location of fund assets; there are no other non-reported variables in Table 4 Panel B. Fund size is excluded in Model (3a) to avoid collinearity problems. Marginal effects are reported and not the standard logit coefficients in order to highlight economic significance alongside statistical significance. Notations "* " "**," ***"
indicate that the results are statistically significant at the 10%, 5% and 1% levels, respectively. Model (la) and (lb) (for Panels A and B, respectively) provide an ordinary least squares regression of funds registering in jurisdictions with different minimum capitalization requirements. The data indicate very weak evidence of any jurisdiction shopping for fund strategies in relation to minimum capitalization in Models (la) and (lb). 77 Model (la) shows that Fixed Income Arbitrage funds are more likely to select jurisdictions with larger capital requirements. This is not surprising, as fixed income arbitrage strategies involve small gains on extremely large transactions. 5 Models (la) and (lb) show Market Timer funds tend to be registered in jurisdictions with lower minimum capitalization requirements. Some commentators have noted market timing strategies may involve taking advantage of differences in market prices for funds that own assets in different parts of the world and differences in information after markets 77. We also considered Tobit regressions to account for the fact that minimum capitalization cannot be bounded below by zero. Those regressions showed no significant relation between fund strategy and minimum capitalization.
78. Supra note 66 and accompanying text. close at different points in time around the world, and possibly trading strategies that are associated with manipulating closing prices. 7 9 While the evidence in Table 1 shows Market Timer funds tend to select jurisdictions with lower capital requirements, we do note that our data comprise five funds with a primary market strategy of market timing, and of these four are registered in the U.S. (where there are no minimum capitalization requirements for hedge funds) and one in Bermuda. Also, when we employ alternative estimation methods, we do not find evidence of a significant relation between market timing and minimum capitalization. 0 It would thus be difficult to conclude from the evidence on a negative relation between market timing strategies and minimum capitalization in Table 4 that there is a "race to the bottom" along the lines of Hypothesis 1 outlined above. Models (2a) and (2b) show some evidence that fund strategies are related to choice of jurisdiction in terms of restrictions on the location of key service providers. In particular, the data indicate at the 5% level of statistical significance that Emerging Markets funds are 23.2% more likely to register in countries with restrictions on the location of key service providers (Model (la)). Model (lb) with the subset of CISDM data similarly only shows at the 10% level of significance that funds pursuing emerging market strategies are 21.1% more likely to register in countries with restrictions on the location of key service providers. If we may infer that emerging market strategies involve potentially more pronounced agency problems than other strategies, then the fact that these funds select jurisdictions that restrict location is consistent with Hypothesis 3 described above in Part V.A.
Consistent with the evidence on emerging markets and restrictions on location in support of Hypothesis 3, Table 4 Panel A Model (2a) also shows at the 10% level of statistical significance that funds pursuing CTA/Managed Futures strategies are 23.9% more likely to register in countries with restrictions on the location of key service providers. We had suggested above that CTA/Managed Futures fund strategies involved potentially greater agency problems, and certainly this strategy is riskier than other strategies in terms of variance in returns ( Table 2) . As such, we would again infer that the data are consistent with Hypothesis 3 insofar as funds pursuing riskier strategies register in countries with more onerous regulations. We do note, however, that the positive association between CTA/Managed Futures strategies is not statistically significant in Model (2a) with the subset of CISDM data only. Model (2a) shows Technology Sector funds pursuing Technology Sector strategies are 8.2% less likely to register in jurisdictions that restrict the location of key service providers, and this evidence is significant at the 10% level in Model (2a) (although statistically insignificant in Model (2b)). There are potentially a variety of reasons why Technology Sector funds seek fewer location restrictions. One explanation is that these funds exhibit greater agency problems since information asymmetries are more pronounced with high-tech investments and, as such, there is greater scope for fund managers to pursue excessive risk taking strategies. Another explanation is that these investments require greater geographical proximity to mitigate information asymmetries faced by the investee companies and its hedge fund manager and key service providers, and any restrictions on location may in turn have a negative effect on the hedge fund value since better performing funds are more geographically proximate to their investee companies. 81 Overall, therefore, this is not conclusive evidence in support of Hypothesis 1 outlined above.
It is noteworthy that there are very few significant strategy variable coefficients in Models (la), (lb), (2a) and (2b). Hence, in terms of minimum capitalization and restrictions on location, the data tend to offer greatest support for Hypothesis 2 that fund strategies are largely invariant to fund regulation. Where coefficients are statistically significant, they tend to be more consistent with Hypothesis 3 and do not support the race to the bottom view of Hypothesis 1.
Models (3a) to (8b) analyze forum shopping for different marketing channels in relation to fund strategies. Funds pursuing fixed income arbitrage strategies are approximately 3.8% to 4.9% less likely to be registered in countries that offer distributions via private placements (Models (3a) and (3b)), and this evidence is statistically significant at the 5% level of significance. Distribution via private placements offers the potential of risk reduction to the investor since there is more room for negotiation. For example, ratchet clauses may be used alongside various covenants to protect the investors, and if necessary, prices may be discounted in cases of riskier strategies. 8 2 Since fixed income arbitrage is a comparatively risk free strategy-analogous to steam rollers picking up loose change on the street-it is not surprising that fixed income arbitrage is less commonly associated with private placement distribution jurisdictions. Model (3a) also indicates that multi-strategy funds are 3.6% less likely to be registered in jurisdictions that offer private placements; however, that evidence is not robust in the subsample of CISDM data in Table 4 Panel B for Model (3b).
Model (4a) indicates that funds pursuing long/short equity strategies are 2.9% more likely to be registered in jurisdictions that allow marketing via wrapper products. This might be suggestive of an exacerbated potential agency problem insofar as wrappers might facilitate distorted information distributed to investors with the combination of multiple products. 83 However, we note that this evidence is only statistically significant at the 10% level and not statistically significant in Model (4b) with the subsample of CISDM data only. Models (5a) and (5b) show funds pursuing Technology Sector strategies and Distressed Securities funds are less likely to be distributed via banks. This evidence is statistically significant at the 5% level in Model (5a) and at the 10% level in Model (5b). In terms of the economic significance, Technology Sector funds are 12.9% and 19.2% less likely to be registered in bank distribution jurisdictions in Model (5a) and (5b), respectively. Distressed Securities funds are 12.0% and 19.7% less likely to be registered in jurisdictions involving bank distributions in Models (5a) and (5b), respectively. As agency problems with technology sectors and distressed securities are more pronounced and as bank distributions tend to facilitate greater access to retail customers (albeit of typically more inflated wealth), this evidence supports Hypothesis 3 in that funds are less prone to register in countries if their strategies are in conflict with their potential investors' interests.
Similarly, there are no significant coefficients in Model (6a) for other regulated financial institutions, and Model (6b) shows that the market neutral equity strategy is the only significant coefficient for other regulated financial institutions. Market Neutral Equity funds are 10.3% more likely to register in countries that permit distributions via other regulated financial institutions. Overall, this is suggestive of the absence of forum shopping for other regulated financial institution distributions (in support of Hypothesis 2), and, in the alternative, to the extent there is forum shopping, it is not in conflict with the interests with potential investors (in support of Hypothesis 3 and not Hypothesis 1). Models (7a) and (7b) show funds pursuing emerging markets strategies are 18.8% Model (7a)-19.0% Model (7b) more likely to register in jurisdictions that offer marketing via investment managers. Investment 83. See supra notes 57-61 and accompanying text; see also A Screen for Fraudulent Return Smoothing, supra note 5, at 6 (finding that misrepresenting strategy accounted for one of fifty-three SEC hedge fund litigation cases and allowing for more than one offense per case, misrepresenting strategy involved four of eighty offenses). managers are of interest to hedge funds that seek assistance for facilitating easier access to potential investors that have an interest in the particular strategy employed by the fund. The investment manager provides services for regular assessment of strategy and execution, as well as provides services for risk management reduction and reporting of the hedge fund. This makes the fund more attractive to its investors. 84 In view of the idiosyncrasies of emerging market hedge fund strategies, it is not surprising that it is more attractive for Emerging Market funds to seek jurisdictions that offer investment manager distribution channels so that the investment manager can help particular fund strategies match with suitable investors. In net, therefore, we may view this evidence of a positive association between Emerging Markets funds and distributions via investment managers as supportive of Hypothesis 3. Models (7a) and (7b), however, also show that Technology Sector funds are 14.4% Model (7a) to 26.3% Model (7b) less likely to register in jurisdictions permitting distributions via investment managers. As well, Distressed Securities funds are 10.5% Model (7a) to 22.6% Model (7b) less likely to register in jurisdictions that permit distributions via investment managers. Fund managers typically require a performance fee of 20% of fund profits and an exclusivity arrangement. 85 It is possible that those terms are less suitable for hedge funds in the technology sectors and in distressed securities. As well, it is also possible that the client base of investment managers is less interested in technology focused funds and funds focused on distressed securities.
Finally, we note that there are no statistically significant relations between hedge fund strategies and registrations in jurisdictions that permit distributions via fund distribution companies. This is supportive of Hypothesis 2 outlined above.
More generally, we may view that comparative dearth of statistically significant coefficients in the eight models in Panels A and B of Table 4 as supportive of Hypothesis 2. In other words, there is not much evidence of forum shopping in relation to fund strategies. Where we do observe forum shopping, the evidence is less consistent with the "race to the bottom" view expressed in Hypothesis 1 and more consistent with the alignment of interests view in Hypothesis 3.
Victor Zimmermann, Hedge Fund Marketing: Pros, Cons and Structuring
Agreements with Third-party Marketers, ALTERNATIVE INVESTMENT QUARTERLY, Third
Quarter 2002, 11, available at http://www.cm-p.com/pdf/hedge-fund-marketing.pdf (discussing the increase in services offered by third party investment managers to attract investors). 85. Id. at 13-14.
D. Limitations and Extensions to Empirical Tests
The empirical evidence on forum shopping indicated above is limited in a few dimensions which are important to acknowledge. First, the measures used are coarse. We focus on broadly defined fund strategies as proxies for potential agency problems. More refined data that investigates the actual activities of the hedge fund manager might provide further insight into the issue of forum shopping. 8 6 Second, the data in this paper do not cover the universe of all hedge funds. Estimates suggest there are up to 10,000 funds worldwide and the data examined in this paper cover 1845 funds. We did show that the results are robust with the use of a sample that combines two datasets as well as with the use of only one of the two datasets. Additional data with more details on each fund could shed further light on this topic.
Third, the legal dimensions over which we measure forum shopping are coarse, but broadly defined to enable comparisons across all of the countries represented in the data. More specific legal differences exist across the countries in the data, and further legal analyses could seek to identify factors that lead funds to select particular jurisdictions. For example, there are tax differences across countries which lead to differences in jurisdiction selection, particularly for comparing onshore funds and offshore funds. We note, however, that we do not believe that these differences distort the measures we study in our empirical tests since our focus is on legal dimensions that are available to select in both tax friendly and tax unfriendly jurisdictions. For example, restrictions on location exist in some offshore centers such as the Cayman Islands but not in others such as the Channel Islands (Table 1) . Hence, while we do not believe these extraneous legal and tax factors influence our results and analyses discussed above, we do believe these issues offer avenues for investigation in future studies.
VI. CONCLUDING REMARKS
The debate around hedge fund regulation in part involves the use of innovative investment strategies by hedge funds. On the one hand, these innovative hedge fund strategies provide various benefits to the financial systems involved, including providing crucial liquidity to markets, limiting price distortions and anomalies via arbitrage trading, and taking on risk across instruments and markets as they are able to change portfolio composition rather quickly. On the other hand, as active risk takers across instruments and markets, hedge funds may also exacerbate the risk of systemic failure, as their strategies involve multiple markets with as yet untested instrument links.1 7 Opponents of more stringent regulation believe that such beneficial hedge fund activities are facilitated within a "friendly" environment which allows freedom and discretion. 88 To curtail such freedom may just cause the players to leave for a friendlier playing field. To allow the players complete freedom, however, may enable them to run amok. Regulation and oversight may be too heavy-handed, forcing hedge funds and their managers to move their operations to more accommodating, less regulated jurisdictions. Also, as more regulatory oversight would involve taking selfregulating functions away from hedge fund participants, this may encourage laxity with regard to investment decisions and risk management. The question now is not how to regulate the industry, but where to draw the boundaries for such regulation. If we assume that all hedge fund managers want complete freedom to do what they do best, then it follows that any extra regulatory oversight will cause them to forum shop. It also follows that they might forum shop in a "race to the bottom." We sought to determine in this paper whether this is the case. We considered whether forum shopping exists across different hedge funds, applying different strategies. In view of this argument that hedge funds will forum shop at the threat of added regulation, we sought to determine how tolerant different hedge funds are to existing regulation.
We analyzed data from 1845 funds registered in twenty-four countries. We concentrated on differences in hedge fund regulation across the twenty-four countries that fall within three primary categories: (1) minimum capital to operate as a hedge fund, (2) permissible marketing channels, and (3) restrictions on the location of key service providers. We considered the different strategies identified and characterized by the dataset providers, CISDM and HedgeFund.Net, to differentiate types of hedge funds. We also looked at the average monthly return and standard deviation of returns to determine the risk of each strategy. The data indicated scant evidence of hedge fund strategies that are systematically related to forum shopping towards lower minimum capitalization 87. See supra note 10 for work showing exacerbated systemic risks. 88. See, e.g., Cumming, supra note 27 (showing that hedge fund performance is hampered by more stringent regulation). requirements. We did find some evidence that fund strategies are related to choice of jurisdiction in terms of restrictions on the location of key service providers. However, the data showed that forum shopping was in line with the view that funds pursuing riskier strategies selected jurisdictions that restricted the location of key service providers. Similarly, with regard to availing themselves of different marketing channels, the data mostly indicated that where forum shopping exists, funds are less prone to register in countries whose strategies are in conflict with the interests of their potential investors. We may interpret this evidence as supporting the view that fund regulations are selected relative to a fund strategy in order to facilitate capital raising.
Overall, we did not find evidence of forum shopping in a "race to the bottom" due to international differences in hedge fund regulation and fund strategies. The data for the most part show scant evidence of forum shopping in relation to fund strategies. Where forum shopping exists, the evidence shows little support for the race to the bottom view. Instead, it supports the view that hedge funds select jurisdictions where strategies and regulations are aligned to suit investor's interests. We note that there have been no other studies of hedge fund forum shopping to date, and hence Part V.D. of this paper discussed possible caveats and extensions to the analysis provided in this paper.
